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11
Utility S ource , L.L.C. (the  "Compa ny") he re by file s  its  Brie f re ga rding the  re ma ining

issues  as  ordered by Adminis tra tive  Law Judge  Teena  Wolfe  (the  "ALJ") on June  22, 2007.
1 2

B AC KG R O UND
1 3

1 4

1 5

On May l, 2006, the Company filed an Application for an increase its water and

wastewater rates and charges for utility services in this Docket. On July 3, 2006 the Utilities

Division Staff (the "Stafani") declared the Application sufficient. Subsequently, several Procedural

Orders were issued establishing the critical dates in this Docket and granting certain parties

Intervenor status. On March 19, 2007 a Public Comment session was conducted in Flagstaff

Arizona. All Parties duly filed their testimony and exhibits, and an evidentiary hearing was held

on this matter on June 19 and June 20, 2007. During the proceeding the ALJ requested that the

Company tile copies of deeds for the well sites. Copies of those deeds, which were it originally

docketed on February 2, 2005 in accordance with Decision No. 67446, were docketed in this

proceeding on July 10, 2007. The ALJ also requested the Staff file an alternative scenario for

he r cons ide ra tion  ("S ce na rio  #  4"), which  wa s  done  on  J une  22 , 2007 . Comments and
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Company S ta ff

Water Rate Base $2,753,096 $2,753,095

Water Opera ting Income (Loss) ($23,286) ($21,340)

Wastewater Rate Base $1,111,382 $1,1135582

Wastewater Opera ting Income (Loss) (322,959) ($22,441)

Company S ta ff

WATE R

Revenue Requirement $486,689 $367,185

Revenue Increase $312,361 $192,858

Increase 179.18% 110.63%

Recommended Rate  of Return 10.5% 6.23%

1 Obje ctions  to tha t s ce na rio we re  file d by the  Compa ny on J une  29, 2007, copy of which is

2 a ttached here to as  Exhibit A and incorpora ted here in by this  re ference  for a ll purposes

R E MAINING  IS S UE S

4 The  is sue s  re ma ining be fore  the  Commiss ion in this  ma tte r a re  re la tive ly fe w, but ve ry

5 important. The  Pa rtie s  a re  in subs tantia l agreement on seve ra l of the  ma jor issues , including the

6 Rate  Base  and Adjusted Opera ting Income (Loss) as  se t forth be low:

7

8

9

1 0

11

1 2

1 3

1 4 The  major contes ted issues  remaining dea l with the  recommended Ra te  of Re turn for the

15 Company, both on an overa ll basis  and for the  Company's  Opera ting Divis ions . These  issues  can

16 be  summarized as  follows:



WASTEWATER Company S ta ff

Revenue Requirement $253,359 $235,454

Re ve nue  Incre a s e $139,654 $121,549

Incre a s e 122.61% 106.71%

Re com m e nde d Ra te  of Re turn 10.5% 8.9%

2

3

4

5

6

7 The  dolla r diffe re nce s  be twe e n the  P a rtie s  re comme nda tions  a ll re la te  to the  diffe ring

8 Ra te s  of Re turn.

9 OVERALL R.ATE OF RETURN

10 A. Staff's recommended Rate of Return fails to provide a "comparable return" or

11 "financial soundness" to the Company.

12 The  Compa ny obje cts  to the  S ta ffs  ove ra ll re comme nde d Ra te  of Re turn of 8.9% on

13 lega l, technica l and logica l bases.

14 The re  e xis ts  a  we ll e s ta blishe d s ta nda rd by which this , a nd virtua lly a ll utility re gula tory

15 agencies , must authorize  re turns for companies  which they regula te . This  s tandard must meet the

16 U.S . Cons titu tion 's  Fourte e nth  Ame ndme nt prote ctions  a ga ins t confis ca ting  the  u tilitie s '

17 prope rty. It is  s e t forth in the  Blue  fie ld Waterworks case . The often cited case  sta tes:

18

19

20

2 1

22

23

A public utility is  e ntitle d to such ra te s  a s  will pe rmit it to e a rn a  re turn on
the  va lue  of the  prope rty which it e mploys  for the  conve nie nce  of the
public e qua l to tha t ge ne ra lly be ing ma de  a t the  s a me  time  in the  s a me
genera l pa rt of the  country on inves tments  in othe r bus iness  undertakings
which a re  a ttended by corresponding risks  and unce rta intie s , but it has  no
cons titutiona l right to profits  such a s  a re  re a lize d or a nticipa te d in highly
profita ble  e nte rpris e s  or s pe cula tive  ve nture s . The  re turns  s hould be
re a sona bly sufficie nt to e nsure  confide nce  in the  fina ncia l soundne s s  of
the  u tility a nd  s hou ld  be  a de qua te  unde r e ffic ie n t a nd  e conomica l
ma na ge me nt, to ma inta in a nd support its  cre dit a nd e na ble  it to ra ise  the
money necessary for the  proper discharge  of his  public duties . (262 U.S. a t
692)

24
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The  Arizona  S upre me  Court ha s  ve ry s uccinctly s umma rize d tha t in S imms v

2 Round Va lle y Light & P owe r (1966) 80 Ariz., 145, 294 P .2d 378, 380, whe re in it s ta te d "It is

3 e le me nta ry tha t a  public utility subje ct to re gula tion a nd fixing ra te s  is  e ntitle d to re a lize  a  fa ir

4 a nd re a s ona ble  profit from its  ope ra tions  in the  s e rvice  of the  public." Tha t e mbodie s  the

5 "comparable  ea rnings  s tanda rd" se t forth in Blue  fie ld cite d a bove . It is  s ubmitte d tha t "fa ir

6 this  context does  not mean tha t it mee ts  the  s tandard if the  Commiss ion mere ly grants  the  same

7 re turn, or e ve n us e s  the  s a me  fina ncia l mode l to e s ta blis h thos e  ra te s  of re turn. Tha t would

8 obvious ly be  circula r in re a s oning a nd not ne ce s s a rily "compa ra ble " or "fa ir". S ta ff indica te d

9 tha t they ga the red the  input da ta  from the  sources  which they a lways  use  in the ir mode ls . This  is

10 the  una cce pta ble  circula r thinking tha t Simms ca nnot s upport. Mr. Irvine 's  inputs  we re  bia s e d

11 a ga ins t the  Compa ny a nd Mr. Michlik's  computa tions , a s  discusse d be low, we re  furthe r bia se d

12 against the  Company.

13 Not only does  S ta ffs  recommended Ra te  of Re turn fa il the  comparable  ea rnings  s tandard

14 of Blue fe ld, tha t recommendation does not meet the  financia l soundness s tandard se t forth in the

15 las t sentence  of the  above  quota tion from Blue fe ld . P lease  see  the  be low discuss ion regarding

16 the  unreasonableness of Staffs  recommendation.

1 7 B. The Staffs cost of capital models inputs were biased against the Company, and

1 8 the output of the models are unreasonable.

1 9 S ta ffs  re comme nde d Ra te  of Re turn fa ils  the  compa ra ble  e a rnings  te s t because  Sta ff

20 us e d inputs  to the  cos t of ca pita l mode ls  tha t a re  te chnica lly imprope r. In the  DCF mode l the

21 s ignifica nt fa ctor in which the  S ta ff a nd Compa ny dis a gre e  is  the  S ta ff"s  us e  of the  his torica l

22 Ea rnings  P e r S ha re  ("EP S ") a nd his torica l Divide nds  P e r S ha re  ("DP S ) growth compone nts

23 Those  growth components  when used in the  DCF mode l result in indica ted cos ts  of equity be low

24 the  cos t of Ba a  bonds  a nd a re  cle a rly unre a lis tic  a nd ca nnot re a s ona bly re fle ct inve s tor
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1 e xpe cta tions . (Exhibit A-4, Boura s s a  Re joinde r, P a ge  20-22) In  S ta ffs  DCF  mo d e l th e

2 proje cte d EP S  growth input wa s  a  S ta ff ge ne ra te d numbe r, not the  re a dily a va ila ble  da ta  from

3 re lia ble  fina ncia l s ource s  but ra the r compute s  its  own from othe r Va lue  Line  da ta  which the n

4 makes it subj act to judgments about the  time period used in the  computations

5 Upon the  witne sse s  upda ting te s timony from the  Dire ct Ca se  to subse que nt filings , a nd

6 us ing the  same  timeframe  a s  used in S ta ffs  Surrebutta l te s timony, S ta ffs  projected EPS  growth

7 ra te  e s tima te  droppe d 160 ba s is  points , while  the  Compa ny's  incre a s e d by 70 ba s is  points .

8 (Exhibit A-5, Boura s s a  Re joinde r, P a ge  8) S ta ffs  ma china tions  produce  a n a ve ra ge  DCF of

9 8.4%, a pproa ching prime  ra te  of 8.25%, a nd the  cons ta nt growth DCF re sult of 7.7%, which is

10 le ss  tha n the  prime  ra te  of 8.25%. Me sse r's  Irvine  a nd Michlik a cknowle dge d tha t fa ct. (TR201

11 and 275).

1 2 Like wise , in Mr. Irvine 's  CAP M mode l he  a pplie d da ta  ske we d a ga ins t the  Compa ny by

13 using the median divide nd yie lds  a nd me dia n price  apprecia tion for growth, not average divide nd

14 yie lds  a nd price  a ppre cia tion. If one  inve s ts  in the  ma rke t a nd is  'dive rs ifie d' a s  S ta ff sugge s ts

1 5 investors  should be , one  should earn the  average  re turns , not the  median re turns . Use  of median

16 yie lds  and price  apprecia tion a re  not only te chnica lly and logica lly incorrect but produce  re sults

17 which a re  e xte re mly vola tile , a nd a  bia s  a ga ins t the  Compa ny. The  use  of a ve ra ge s  a re  much

18 le ss  vola tile . (Exhibit A-5, Boura ssa  Re joinde r, P a ge  12) The  sa me  a na lys is , us ing the  corre ct

19 a ve ra ge  d ivide nd yie ld  a nd price  a pplica tion  ve rs us  the  me dia n divide nd yie ld  a nd price

20 a ppre cia tion re s ult in a  growth ra te  tha t is  ne a rly 370 ba s is  points  highe r tha n S ta ffs  a nd a n

2 1 indica te d cos t of e quity 360 ba s is  points  highe r tha n S ta ffs . (Exhibit A-5, Boura s sa  Re joinde r,

22 P a ge  11). S ta ffs  compute d DCF growth ra te  use d to compute  the  curre nt ma rke t risk pre mium

23 produce s  a  much lowe r a nd much more  vola tile  Curre nt Ma rke t Ris k CAP M re s ult. S ta ffs

24 mode l produce s  a  Curre nt Ma rke t Ris k CAP M of 7.8% (S urre butta l S che dule  S P I-2) , we ll
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1 be low the  prime  ra te . Compa re  this  to 9.5% in S ta ffs  Dire ct filing -. a  drop of 170 ba s is  points

2 over a  few shorl months . Using the  correct ave rage  va lues  in the  computa tion of growth and the

3 curre nt ma rke t risk pre mium re sults  in a  Curre nt Ma rke t Risk P re mium CAP M re sult of 11.4%

4 Compa re  this  to 11.2% for S ta ff' s  Dire ct filing if S ta ff ha d use d the  a ve ra ge  va lue s  - a  drop of

5 only 20 basis  points . (Exhibit A-5, Bourassa  Re joinder, Page  12)

6 C. The  res ults  of Staff's  cos t of capita l ana lys is  a re  illogica l and unreas onable

7 As ide  from be ing ille ga l a nd te chnica lly incorre ct, S ta ff's  cos t of ca pita l pos ition is

8 illogica l a nd unre a s ona ble . S ta ff is  ins is te nt tha t the re  a re  no unique  ris ks  a s s ocia te d with a

9 small company, and if the re  a re , the  marke t will adjus t to those  by dive rs ifying the ir inves tments

10 Dive rs ifica tion is  a  ma rve lous  the ore tica l pos ition, but it is  a s  re mote  from re a lity a s  a re  S ta ff' s

11 othe r conclus ions  in this  re ga rd. P utting a s ide  the  ma rke t da ta  us e d by both of the  pa rtie s

12 include s  tha t of la rge  publicly tra de d compa nie s  a nd a rgua bly this  da ta  doe s  not ca pture  the

1 3 pe rce ive d risks  a nd re turns  re quire d by inve s tors  in compa nie s  like  USLLC, it is  submitte d tha t

14 rea l live  inves tors  in sma ll utility companie s , and ra tiona l people , do not cons ide r dive rs ifica tion

1 5 to be  the  re me dy for low re turns . If a  utility compa ny inve s tor e xpe cts  to e a rn 10.5% in a

16 company tha t is  ope ra ting in an environment of his toric te s t yea rs , no automa tic cos t adjus tors

17 incre a s ing  wa s te wa te r re gu la tions , a rs e n ic  limita tions , d ropp ing  wa te r ta b le s , d rought

1 8 conse rva tion and uns table  ra te  des igns , limits  on capita l ava ilability (a t any cos t), and regula tory

19 lag, tha t inves tor is  not going to accept the  same  re turn he  or she  could rece ive  from a  company

20 in the  same  indus try tha t is  unbridled by those  above  lis ted risks . Furthe r, a ll Pa rtie s  agree  tha t

2 1 including the  350 cus tome rs ' a nd a s s uming tha t thos e  re ve nue s  will a ctua lly be  re ce ive d is  a

22 huge  ris k for the  Compa ny. (TR 83 a nd 276) Note  tha t the  6.23% re comme nce d by S ta ff is

23

24
Despite the 2006 and 2007 YTD addition of zero new cus tomers  (TR 41)
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4 1  1

c.*

1 be low e ve n the  low e nd of the  ra nge  of Mr. Irvine 's  a na lys is  of 7.0% to 11.0% (S urre buta l

2 Schedule  SPI-2 and TR 207).

3 S ta ff doe s  not de ny the  e xis te nce  of the s e  unique  ris ks , howe ve r, the y a rgue  tha t

4 dive rs ifica tion will solve  tha t inve s tors  le s se r re turn dile mma . To de ny re cove ry for tha t risk in a

5 compa ny's  cos t of e quity is  a s  unre a lis tic a s  S ta ff's  re comme nda tion of a  re turn le s s  tha n the

6 pre s e nt prime  inte re s t ra te . How ca n  one  cre dib ly a rgue  a n  e quity inve s tor, who ha s  no

7 gua ra nte e  of re turn, would ove rlook the  sa me  unique  risks  tha t a  ba nke r would cons ide r whe n

8 s e tting a n inte re s t ra te  on a  s e cure d loa n?  A ba nke r cle a rly would not ma ke  a  ba d loa n jus t

9 because  he  has  a  divers ified portfolio tha t includes  less  risky, lower inte res t ra te , loans . S ta ff has

1 0 input da ta  into the ir mode ls  without any cons ide ra tion of rea lity.

11 The  re sults  of S ta ffs  mode ls  a re  the re fore  e qua lly unre a sona ble . Howe ve r pre cis e  the

1 2 fourth decimal place  computa tion, however perfect the  sample  companies  represent the  universe ,

1 3 the  re s ult of S ta ffs  a na lys is  wa s  not he ld up a ga ins t re a lity. Mr. Irvine  te s tifie d tha t following

14 his  a na lys is  he  pe rforme d a  "che ck for re a s ona ble ne s s " (TR 187) or a  "s me ll te s t" (TR 188).

1 5 However, on further examina tion he  described no concre te  check or tes t, and admitted he  did not

16 even tes t his  recommendation aga inst two very basic financia l indica tors .

1 7

1 8

1 9

A.
Q.

20

But aga in, I'm not sure  tha t you specifica lly answered this , but did you
not, in fa ct, look a t a n ope ra ting ma rgin for this  compa ny ba se d upon
your recommended cost of capita l?
I did not.
An d  yo u  d id n ' t lo o k if th e re  wa s  s u ffic ie n t c a s h  flo ws  fo r th e
Company's  operations?
I did not.
Did you ma ke  a --le t me  a s k you this . If you we re  to know tha t your
8.9% re turn  re s ulte d  in  ins ufficie nt ca s h  flows  for the  compa ny's
ope ra tion, would tha t impact a t a ll in your ana lys is
We il, a ga in, our formula s  a re  wha t the y a re  a nd the y don't include
s pe cific a djus tme nt for tha t. S o would it figure  in?  No, it's  not a  pa rt
of our formula s . (TR 193 -- 194)
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1 It is  s ubmitte d tha t one  ca nnot a pply the s e  s ophis tica te d mode ls  me cha nica lly. The

2 expe rtise  required to ana lyze  and implement the se  mode ls  require s  a  ce rta in leve l of judgment

3 tha t has  clea rly not been applied by S ta ff. One  does  not need to be  a  financia l ana lys t, or know

4 anything about financia l mode ls , to know tha t this  re sult is  absurd. Because  Mr. Irvine 's  ana lys is

5 produces  such an absurd re sult, the  Commiss ion mus t tota lly dis rega rd his  recommenda tion a s

6 not be ing supported by substantia l evidence .

7 WATE R DIVIS IO N RATE  O F  RE TURN

8 In a ddition to the  ina de qua te  Cos t of Ca pita l of 8.9% propos e d by S ta ff, S ta ff furthe r

9 e rre d by not e ve n a pplying tha t ina de qua te  re turn to the  Fa ir Va lue  Ra te  Ba se  ("FVRB") of the

10 Wa te r Divis ion.

11 A. S ta ffs  me thod  of de te rmin ing  the  Wa te r Divis ion 's  Ra te  o f Re turn  is  illega l.

1 2 The  controlling a uthority on this  proce dure  is  s e t forth in S imms. Although address ing

1 3 ra te  base  in tha t ins tance , the  principle  is  identica l.

1 4

1 5

1 6

1 7

"The  compa ny conte nds  the  commis s ion in a rriving a t jus t a nd
re a s ona ble  ra te s  firs t de te rmine d wha t the  compa ny s hould be  a llowe d to
earn..., and second, having thus  es tablished the  amount the  company should be
a llowed to earn for such purposes, it proceeded to adjust the  ra te  of re turn to any
rate  base. If this  be  true , it would be  a n ille ga l me thod of e s ta blis hing a  ra te
ba s e . The  s ta nda rd for e s ta blis hing a  ra te  ba s e  mus t be  the  fa ir va lue  of the
prope rty and not wha t the  commiss ion might be lieve  was  a  fa ir ra te  of re turn on
common equity. (Emphasis added) (Simms a t 380)

1 8

In S imms, the  Commiss ion backed-into a  ra te ba se . For the  Wa te r Divis ion in this  ca se ,
1 9

Staff backed-into a  Rate  of Return.
20

Basica lly, the re  a re  three  key conclusions or decis ions  to be  made  by the  Commiss ion in
2 1

ra te -ma king: (1) the  e s ta blis hme nt of a  Fa ir Va lue  Ra te  Ba s e , (2) the  de te rmina tion of a n
22

Adjus te d Ope ra ting Income  for the  Te s t Ye a r, a nd (3) a n a ppropria te  Ra te  of Re turn. The
23

Revenue  Increase  is  a computa tion using the  above  three conclus ions.  Mr.  Mich lik co n firme d
24
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1 this  proce dure  on cros s  e xa mina tion a t Tra ns cript P a ge  272. Simms ma ke s  it c le a r, tha t a

2 conclus ion can not be based upon a computa tion. It mus t be  the  othe r way a round.

3 In the ir Dire ct Ca se , (Exhibit S -1) S ta ff followe d the Simms guide line  and de te rmined the

4 Adjus te d Ra te  Ba se  for the  Wa te r Divis ion to be  $2,048,228 (Sche dule  JMM-W1, Line  1), the n

5 multiply tha t Ra te  Base  by the ir then-recommended Required Ra te  of Re turn of 9.6% (Line  4) to

6 de te rmine  a  Re quire d Ope ra ting Income  of $196,630 (Line  5). The  Adjus te d Ope ra ting

7 Income /Los s  of $3,508 (Line  2) wa s  the n s ubtra cte d from the  Re quire d Ope ra ting Income  to

8 obta in the  Ope ra ting Income  De ficie ncy of $193,122 (Line  6) which conve rts  to the  Re quire d

9 Re ve nue  Incre a se  (Line  8). The  S ta ff' s  Dire ct Ca se  filing re comme nde d a  Re quire d Re ve nue

10 Increase  for the  Wate r Divis ion of 110.78% (Line  11).

11 The  a bove  ma the ma tica l proce dure  is  the  long-e s ta blishe d a nd we ll a cce pte d me thod

12 us e d to  de te rmine  a  ra te  incre a s e , a nd is  fully s upporte d by the  Arizona  la w. This  s a me

13 proce dure  wa s  us e d in computing the  Wa s te wa te r Divis ion whe re in S ta ffs  Dire ct Ca s e  the y

14 re comme nde d  a n  incre a s e  o f $111 ,003 , a  97 .45  % re ve nue  incre a s e  (Line s  6  a nd  11 ,

15 respective ly).

16 In  the  S ta ffs  corre cte d  S urre butta l ca s e  for the  Wa s te wa te r Divis ion  (Exhibit S -3 ,

17 Re vis e d  S urre bu tta l S che du le  J MM-WWI), S ta ff modifie d  the  Adjus te d  Ra te  Ba s e  a nd

18 Opera ting Income (Loss) based on the  Company's  Data  Responses, and a lso reduced the  Rate  of

19 Re turn to 8.9% in re sponse  to Mr. Irvine 's  recomputed cos t of capita l. Us ing those  numbers , the

20 ne w Re quire d Re ve nue  Incre a se  be ca me  $121,549, with a  Re quire d Incre a se  in Re ve nue s  of

21 106.71% (Line s  8 a nd 11, re s pe ctive ly)2. All of the s e  ca lcula tions  we re  confirme d by Mr.

22 Michlik (TR 253-259), and a re  cons is tent with Simms.

23

24 2 Note that in the original Surrebuttal Case, Staff recommended a $162,931 Required Revenue Increase and a
273.59% increase (Lines 8 and 11)
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1 The  S ta ff the n de via te d from Simms and ma de  the  tota lly ille ga l computa tion for the

2 Wa te r Divis ion  re s u lting  in  a  Re quire d  Ra te  of Re turn  of 6 .23% (Exhib it S -2 , La te  File d

3 S che dule  J MM-W1 (Line  4). Although the y a djus te d the  S che dule  for the  Wa te r Divis ion to

4 re flect the  new Ra te  Base  and Opera ting Income (Loss), the  Required Opera ting Deficiency and

5 the  Required Increase  in Revenue  a re  virtua lly identica l to the  recommendations  conta ined in the

6 Dire ct Ca s e , $192,858 a nd l 10.63%. ($264 a nd 0.15% diffe re nce s  due  to Ra te  De s ign a nd

7 rounding)

8 Whe n a ske d re ga rding his  re comme nde d Re quire d Incre a se  in Re ve nue s , Mr. Michlik

9 s ta ted: "Q. So you a re  looking for the  $193,000 ta rge t tha t was  in your schedule  W1 on January

10 19th, (the  Dire ct Ca s e  re comme nda tion) corre ct?  A. Corre ct." (TR 262) The  recommended

11 Water Divis ion Required Increase  in Revenue  was not es tablished as  done  in the  Direct Case  for

12 both Wate r and Wastewate r Divis ions , nor was  it done  in the  manner of the  Wastewate r Divis ion

13 Surrebutta l Case . The  Rate  of Re turn was computed to be  6.23%. In re sponse  to counse l for the

14 Compa ny's  que s tion, Mr. Michlik sa id:

1 5

16

1 7

Q. Did  you  not compute  line  four on  W1 by d ivid ing  the  $2 .7
million ra te  base  by the  $192,000 opera ting deficiency?
A. Corre ct."
Q. OK. S o tha t is  a  s imple  ma the ma tica l computa tion of dividing
those  two to ge t your 6.23?
A. Corre ct. " (TR 268)

18
For the  Wa te r Divis ion S urre butta l re comme nda tion S ta ff us e d the  Re quire d

19
Revenue  Increase  and Required Increase  in Revenue  percentage  based on a diffe re nt Adjus te d

20

Rate  Base , with a diffe re nt Adjusted Opera ting Income, but used the same, and now an a rbitra ry,
2 1

ta rge t revenue  increase  and pe rcentage  increase  a s  previous ly computed in the  Janua ry Direct
22

Ca s e , re s ulting in  a diffe re nt Re quire d Ra te  of Re turn. S ta ff cle a rly "ba cke d-into" the ir
23

u ltima te ly re comme nde d  Re qu ire d  Ra te  o f Re tu rn  o f 6 .23%. Mr.  Mic h lik ' s  6 . 2 3  %
24
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l re comme nde d Ra te  of Re turn for the  Wa te r Divis ion ma y be  his computa tion, bu t it is  no t a

2 conclus ion based on the  evidence as required by the  Simms standard. Simms sets forth the only

3 s tanda rd for ra te  making. The  S ta ff me thod is  clea rly in viola tion of Arizona  law

To illus tra te  how inappropria te  it is  to reve rse  the  role s  of conclus ions  and computa tions

5 by us ing a  revenue  ta rge t for ra te  making, a ssume  S ta ff is  s till is  looking for a  $192,858 or l10%

6 increase  a s  they have  te s tified. Now assume  they did not adjus t the  Adjus ted Opera ting Income

7 (Los s ) from $3,508 to ($21,340), but le ft the  J a nua ry Income  le ve l. Us ing tha t e s ta blis he d

8 formula  would me a n tha t the  Re quire d Ope ra ting Income  would be  $189,350 ($192,688 minus

9 $3,508). The re fore , the  Re quire d Ope ra ting Income  of $189,180, divide d by the  Ra te  Ba se  of

10 $2,753,095 would produce  a  6.88% Required Ra te  of Re turn. We  a re  not sugges ting tha t S ta ff

11 d id  th is ,  bu t it me re ly s hows  how the computa tion of the  Ra te  of Re turn  cha nge s  if you

12 ma nipula te  the  re sults  to re a ch a  pre conce ive d re ve nue  ta rge t. The  Commiss ion is  re quire d to

13 utilize conclusions based on the  evidence  in the  case . Staff" s  recommendation admittedly did not

14 do this . S ta ffs  a pproa ch is  cle a rly ina ppropria te , a nd it is  ille ga l

1 5 Whe n Mr. Michlik wa s  a s ke d if Mr. Irvine  ha d a dvis e d him to us e  the  6.23% re turn for

16 the  Wa te r Divs ion he  re sponde d: "He  s ta te d it should be  8.9 pe rce nt in both ca se s" (TR 261)

17 Whe n Mr. Irvine  wa s  a s ke d if he  de te rmine d a  diffe re nt cos t of ca pita l for the  Wa te r a nd

18 Wa s te wa te r Divis ions , or a dvise d Mr. Michlik to utilize  a  re turn othe r tha n 89%, he  re sponde d

19 in the  ne ga tive  (TR 197). The re  is  no e vide nce  in this  re cord s howing how the  6.23% wa s

20 independently de te rmined. No te tha t the  6.23 % re comme nce d by S ta ff is  be low e ve n the  low

2 1 end of the  range  of Mr. Irvine 's  ana lys is  of 7.7% to 11.0% (Exhibit S -2, Schedule  SPI-2 and TR

22 207)

23 Sta ff, we nt one  s te p be yond computing the  Ra te  of Re turn, by concluding the  ultima te

24 Re quire d Incre a se  in Re ve nue s . Tha t incre a se  for the  Wa te r Divis ion wa s  ba se d sole ly upon a
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1 Re quire d Incre a se  in Re ve nue s  tha t produce d a n a pproxima te  110% incre a se . The  ta rge ted

2 increase  was  se t by the  correct procedure  used in the  Wastewa te r Divis ion which produced tha t

3 le ve l of incre a s e . (Exhibit S -3 Re vis e d S urre buta l S che dule  J MM-WWI) The  ra tiona le  the n

4 was  to recommend the  same  increase  to wa te r and wastewate r cus tomers . (TR 263) The  record

5 cle a rly e s ta blis he s  tha t the  wa te r a nd wa s te wa te r cus tome rs  a re  ide ntica l, with the  pos s ible

6 e xce ption of a  s ta ndpipe  cus tome r. The re fore , the re  ca n  be  no  le g itima te  conce rn  for

7 discrimina tion a mong cus tome rs . (TR 263) The re  is  no e xpla na tion a s  to why the  two Divis ions

8 needed to be , or should be , the  same . Discrimina tion is  even le ss  poss ible  with the  was tewa te r

9 ra te  de s ign be ing tie d dire ctly to wa te r cons umption. (Exhibit S -2 S urre butta l S che dule  J MM-

10 WW12) Sta ffs  me thod does  expla in why they neve r te s ted the ir Ra te  of Re turn re sults  aga ins t

11 any financia l indica tor.

1 2 S ta ff cle a rly a ba ndon one  ha lf of the  Arizona  Cons titution 's  Article  15 S e ction 3 we ll

13 e s ta b lis he d  re gula tory compa ct to  pre s cribe  "...jus t a nd  re a s ona ble  ra te s ..." whe n  the y

14 considered only the  impact on customers , not the  impa ct on the  Compa ny. S ta ffs  own inte rna lly

15 cre a te d  me thod  of e s ta b lis h ing  ra te s  fo r the  Wa te r Divis ion  b la ta n tly vio la te s  the  le ga l

16 procedures se t forth above.

1 7 B. Staff's recommended Rate of Return of 6.23% is unreasonable

1 8 Up o n  in q u iry a s  to  wh y th e  S ta ff wa s  n o t a llo win g  th e  fu ll ra te  o f re tu rn  o n  th e

19 inve s tme nt of 8.9 pe rce nt, but ra the r 6.23 pe rce nt, Mr. Michlik re sponde d it wa s  "...for the  sole

20 be ne fit of the  curre nt cus tome rs ". (TR 249) The  Compa ny's  inclus ion of We ll Numbe r 4 a nd

2 1 350 cus tome rs  ha s  a lre a dy re duce d the  propose d ra te s  by a pproxima te ly one -ha lf. (S e e  We ll

22 Number 4 discuss ion be low)

23 Mr. Michlik wa s  the n a s ke d if he  ha d looke d a t the  ra te  of re turn on a  Compa ny-wide

24 basis , to which he  responded he  had not. He  did acknowledge  Mr. Bourassa 's  te s timony tha t the
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1 combine  re turn wa s  a pproxima te ly 7%, but S ta ff did not te s t the  re a sona ble ne ss  of his  6.23%

2 re turn, or any other re turn, aga inst the  marke t price  for Baa  bonds or the  prime ra te . (TR 275).

3 The  Company's  proposed 10.5% Ra te  of Re turn is  the  minimum the  Commiss ion should

4 a llow the  Compa ny in this  Applica tion. Firs t, the  cos t of ca pita l mode l of the  Compa ny us e s

5 da ta  tha t inve s tors  would a ctua lly us e , proje cte d e a rnings  e s tima te s . The  Compa ny us e d

6 proje ctions  only whe n a t le a s t two a na lys ts  ha d provide d the ir e s tima te s . Like wis e , Mr.

7 Bourassa  re jected his toric ea rnings  when they provided illogica l re sults , Le ., produced ra te s  le ss

8 tha n ba a  bonds  or the  prime  ra te . Furthe r, Mr. Boura s sa 's  cos t of ca pita l, whe n a pplie d to the

9 full cus tomer leve l pro Ronna , and measured aga ins t the  Test Ye a r, provide d a  pos itive  Ra te  of

10 Return and Opera ting Margin for the  Company. The  Test Year is  the  period tha t must be  used for

11 the  ana lys is  in this  proceeding. Re joinde r Exhibit 1 shows  a  pos itive  Ra te  of Re turn of 2% (with

12 the  Ope ra ting Ma rgin a t 21%) on P a ge s a nd 2, with a  ne ga tive  ra te  of re turn of 0.07% a nd1

1 3 ne ga tive  4.01% Ope ra ting Ma rgin for the  Wa s te wa te r Divis ion. Whe n combine d, those  re sults

14 provide  a  s light pos itive  Re turn a nd Ope ra ting Ma rgin . P le a s e  note  tha t the  Re turn a nd

1 5 Ope ra ting Ma rgin for the  S ta ffs  s ce na rios  a re  ne ga tive , with the  Ra te  of Re turn a s  low a s

16 ne ga tive  1.55% (pe r pa ge s  7 a nd 8). Whe n ne tte d with the  pos itive  s ce na rio for the  Wa te r

17 Divis ion (Pages  9 and 10), they s till produce  nega tive  indica tors . The  Commiss ion mus t provide

1 8 a  Ra te  of Re turn a nd Ope ra ting Ma rgin tha t will pe rmit the  Compa ny to provide  s e rvice  to its

19 customers now, not if and when the  350 proforma customers  a rrive .

20 Staff" s  recommended 8.9% and 6.23% Rates of Return are  illega l and unreasonable . The

2 1 e vide nce  is  cle a r tha t a  diffe ring re turn for the  diffe re nt ope ra ting divis ions  of the  Compa ny is

22 not only ba s e d upon a n ille ga l computa tion, but it ha s  no s ubs ta ntia l e vide ntia ry s upport.

23 Be yond tha t, it is  contra ry to the  re comme nda tion of S ta ffs  own cos t of ca pita l witne s s . The

24 6.23% Wa te r Divis ion re comme nda tion s ha re s  the  de ficie ncy with  the  8 .9% Wa s te wa te r
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1 Divis ion re comme nda tion in  tha t the  S ta ffs  inputs  to  the  DCF a nd CAP M mode ls  we re  by

2 des ign biased aga ins t the  Company. Furthe r, the re  is  no evidence  in this  record tha t S ta ff te s ted

3 e ithe r o f thos e  thos e  re comme nda tions  fo r re a s ona ble ne s s . W h e n  s o  te s te d  th o s e

4 recommendations produce  ra tes  tha t a re  clearly confisca tory of the  Company's  property.

5 On the  othe r ha nd, the  Compa ny's  re comme nde d Ra te  of Re turn of 10.5% is  fully

6 supporte d in the  re cord, a nd withs ta nds  the  re a sona ble ne ss  te s t by providing a  sma ll pre mium

7 over the  inves tment-grade  bond re turns  and the  prime  inte re s t ra te . It is  a lso proven reasonable

8 as  it provides  a  reasonable , a lbe it minima l, ra te  of re turn and ope ra ting margin for the  Company

9 during the  Test Year.

1 0 c. This is not a "hybrid" Case

11 It is  fa ir to s ta te  tha t the  owne rs  of Utility S ource  ha ve  gone  out of the ir wa y to provide

1 2 good a nd low-cos t utility s e rvice  to the ir cus tome rs . The y ha ve  be e n s ubs idizing the  utility's

1 3 ope ra tions  s ince  its  ince ption, including a  $180,000 loss  during the  Te s t Ye a r. (TR32) S ta ff will

14 a rgue  tha t a  low re turn is  a ppropria te  be ca us e  this  is a  "hybrid" ca se , be twe e n a  ce rtifica te

1 5 applica tion and a  ra te  case  applica tion, and the re fore  the re  is  no requirement to provide  a  re turn

16 on Ra te  Base . Why then is  S ta ff going through the  Cost of Capita l exe rcise?  Furthe r, the re  is  no

17 ba s is  in fa ct or la w for tha t pos ition. Firs t, this  Applica tion mus t be  e ithe r fish or fowl, it ca nnot

18 be  both. In fact, the  Commiss ion was  aware  of the  unique  facts  in this  case  and, a s  they do in a ll

19 ne w ce rtifica te  a pplica tions , the y kne w tha t the  ra te s  the y e s ta blishe d would, by de finition, be

20 wrong. Ne w compa ny ra te s  a re  a lwa ys  ba se d upon proforma  da ta . Me re ly be ca use  this  ca se

2 1 includes  a  pro forma  adjus tment, does  not change  the  na ture  of the  case . The  Company has  not

22 propos e d, nor would the  S ta ff like ly a cce pt, the  multitude  of proforma  a dditions  to pla nt a nd

23 ope ra ting e xpe nse s  tha t would be  typica l in a  ce rtifica te  a pplica tion. The  a nticipa te d ope ra ting

24 loss  in a  new company is  not embodied in a  s ta tute  .or case  law, it is  mere ly an economic rea lity
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1 with any bus ine ss . Even with a  ta rge t 8% or 9% Ra te  of Re turn in yea r five  for a  new company

2 (TR 279), the  Compa ny, which ha d 201 cus tome rs  a t the  time  of its  ce rtifica tion (Se e  De cis ion

3 No. 67446, Finding of Fact 2, Page  4), should now be  a t lea s t a t the  breakeven point, or s lightly

4 above , as  proposed by the  Company. The  ramping up of plant, expenses, and customers is  why a

5 ra te  ca se  is  re quire d a s  a  condition in virtua lly a ll ne w ce rtifica te  a pplica tions . The  Commiss ion

6 re quire d pre cis e ly tha t for this  Compa ny, a nd this  Docke t is  the  time  to s e t those  ra te s  ba se d

7 upon the  now known actua l plant and cus tomer da ta , a s  adjus ted. P roforma  adjus tments  do not

8 a lte r Arizona 's  la w which cle a rly s ta te s  the  s trict crite ria  of gra nting a  compa ra ble  re turns  a nd

9 financia l soundness in ra te  proceedings

1 0

11 WE LL NUMBE R 4

The Company's  propos ed inc lus ion benefits  the  Ratepayers

Bo th  the  Compa ny a nd  S ta ff re comme nd  inc lud ing  We ll Numbe r 4  a nd  the  350

14 cus tome rs  in this  proce e ding for the  be ne fit of the  curre nt cus tome rs . (TR 229) The re  is  no

1 5 s ubs ta ntia l e vide nce  in the  re cord s ugge s ting othe rwis e . The  Compa ny wa s  s e ns itive  to the

16 re s ult of the  "norma l" computa tion of a  re quire d incre a s e , a nd de te rmine d tha t the  incre a s e

17 ma nda te d by tha t norma l me thod wa s  ove rly burde nsome  on ra te pa ye rs  if imple me nte d a t this

18 time  (TR 38), e s pe cia lly whe n compa re d to the  tota lly ina de qua te  ra te s  now in e ffe ct. Tha t

19 re quire d incre a s e  would ha ve  be e n we ll ove r 300 pe rce nt. (TR 85) The re fore , the  Compa ny

20 propos e d including the  350 proforma  cus tome rs  from the  ne w Fla gs ta ff Me a dows  Unit 3

2 1 S ubdivis ion, for both the  Wa te r a nd Wa s te wa te r Divis ions . To  jus tify a nd  s upport tha t

22 a djus tme nt, which obvious ly spre a ds  re cove ry of the  a djus te d Te s t Ye a r cos ts  a nd re turn ove r

23 350 additiona l non-exis ting cus tomers , it was  only appropria te  to "match" the  cus tomers  with the

24 pla nt tha t will s e rve  those  illus iona ry cus tome rs . The  Compa ny include d We ll Numbe r 4 a t the
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1 agreed-upon cos t incurred through the  Tes t Year of $736,583. (Exhibit A-5, Bourassa  Re joinde r

2 S che dule  B-2, Wa te r Divis ion) Note  tha t the re  wa s  not a  Compa ny propos a l to  a djus t the

pumping powe r cos ts , re pa ir a nd ma inte na nce  cos ts , or De pre cia tion Expe nse  a ssocia te d with

4 tha t plant S ta ff a gre e d tha t the  "norma l" me thod a s  se t forth in the ir S ce na rio 3 re sults  in a n

3

5 incre a s e  of a pproxima te  290% a nd wa s  too high. S ta ff a cce pte d the  Compa ny's  propose d

6 pla nt/cus tome r a djus tme nt to the  Te s t Ye a r. (Michlik Surre butta l Te s timony p 12). Howe ve r, a s

7 se t forth a bove , the y incorre ctly use d a n unre la te d a nd ille ga lly compute d Re quire d Re ve nue

8 Requirement in tha t scenario as  the  basis  for de termining the ir recommended Rate  of Return.

9 The  e ffect of including both the  Well Number 4 and the  proforma  cus tomers  is  cons is tent

10 with the  e s s e ntia l ra te ma king pra ctice  of ma tching re ve nue s , e xpe ns e s  a nd pla nt, it is  a ls o

11 cons is tent with the  concept of "gradua lism" in a  change  to cus tolne r's  ra te s  to avoid ra te  shock.

12 Howe ve r, it is  submitte d a t ra te  shock mus t be  me a sure d a ga ins t a  re a lis tic s ta rting point. The

1 3 Company's  exis ting ra te s , which mirrored the  Town of Flags ta ff ra te s , was  an unrea lis tica lly low

1 4 s ta rting point. The  Commis s ion wa s  a wa re  of this  whe n the y s e t the  ra te s  in De cis ion No.

1 5 67446. Tha t De cis ion re quire d the  Compa ny to a dvise  cus tome rs  tha t la rge  incre a se s  ma y be

1 6 forthcoming. Inclus ion of Well Number 4 and the  pro Ronna  customers  addresses  the  ra te  shock

1 7 is s ue . With 307 Te s t Ye a r cus tome rs , plus  350 proforma  cus tome rs , the  Re quire d Re ve nue

1 8 Incre a s e  is  obvious ly s pre a d ove r twice  the  numbe r of cus tome rs , re ducing the  fore wa rne d

1 9 increase  by nearly one  ha lf.

20 Excluding Well Number 4 and reducing the Rate of Return is punitive

Sta ff jus tifie s  its  computa tion of a  lower Ra te  of Re turn on the  ba s is  of "gradua lism, and

22 a ttempts  to ra tiona lize  its  6.23% Ra te  of Re turn recommended by s ta ting tha t we  wanted to

23 lower this  amount jus t a  little  bit more  to give  the  ra tepayers  a  little  bit more  of a  break. (TR 233)

24
It is  submitted tha t a t the 3.3% deprecia tion ra te for Pumping Plant the Deprecia tion Expense forgone by the
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1 The  S ta ffs  imprope r us e  of the  J a nua ry re ve nue  re quire me nt ta rge t a s  s upport for furthe r

2 "gra dua lism" is  tota lly ina ppropria te . Including those  350 a dditiona l cus tome rs  cle a rly re sults  in

3 a  more  gradua l burden on cus tomers , but it a lso denie s  the  Company's  rece ipt of the  revenues

4 a ssocia te d with the  a uthorize d ra te s . The  S ta ffs  de nia l of a n a dditiona l ne a rly $75,0004 to the

5 Wate r Divis ion, caused sole ly by the ir reduction in the  Ra te  of Re turn from 8.9% to 6.3% on the

6 ba s is  of gra dua lism, is  double  je opa rdy for the  Compa ny a nd unduly pe na lize s  the  Compa ny.

7 When the  ra te  base  and re turn dicta te  a  given dollar revenue increase , if tha t revenue requirement

8 is  a rbitra rily re duce d, the  e ffe ct is  tha t the  Compa ny will not re ce ive  thos e  dolla rs  until a

9 subsequent ra te  proceeding. Tha t is , a t be s t, an additiona l phas ing-in of the  othe rwise  jus tified

10 incre a se  a s  e xpla ine d by Mr. Boura s sa  (TR 148 -- 149). In re a lity, S ta ff' s  re duction of Ra te  of

11 Re turn is  not a  pha s ing, which me re ly de fe rs  re ce ipt of re ve nue  incre a s e s , but it is  a  de nia l.

12 Those  denied revenues of $75,000 cannot ever be  recovered by the  Company, and the  ra tes  tha t

1 3 would produce  those  re ve nue s  will not be  a pprove d until the  ne xt ra te  ca se . Not only is  it "two

14 bites" a t the  gradua lism apple , it results  in an unreasonable ly low Rate  of Re turn to the  Company

1 5 as argued above.

1 6 Re ca ll tha t the  te s timony wa s  tha t the  full 350 cus tome rs  will ne ve r be  a dde d to the

1 7 sys tem. The  Flags ta ff Meadows Unit 3 zoning has  been reduced to 276 units , so the  pro Ronna

18 revenues  for 350 cus tomers  is  a  tota l fiction (TR 39 and 88). S ta ff' s  8.9% for the  Wate r Divis ion

19 and 6.23% ROR for Was tewa te r Divis ion re sult in Tes t Yea r Ra te s  of Re turn of nega tive 1.55%

20 and negative 0.33%, and Opera ting Margins  ofnega tive 14.43% and nega tive 4.9%. (Exhibit A-

2 1 5, Re joinde r Exhibit 1)

22 The  Sta ffs  method of de te rmining a  Ra te  of Re turn and a  Required Revenue  Increase  for

23 the  Wa te r Divis ion is  bla ta ntly ille ga l a nd not s upporte d by a ny e vide nce  in this  ca s e . The

24
Company is  approximately $22,000 per year.
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1 "normal" me thod utilizing adjus ted ra te  base  and re turn to e s tablish revenue  leve ls  was  se t forth

2 in S ta ff S ce na rios  numbe r two a s  wa s  de s cribe d in its  S urre butta l Ca s e  (Exhibit S -2, Michlik

3 Surrebutta l Tes timony a t Page  11), and is  the  appropria te  method. The  method S ta ff adopted as

4 Staff' s  recommendation is  the  inappropria te  Scenario number one.

5 c. S c e n a rio  # 4 is  to ta lly in a p p ro p ria te

6 Scenario # 4 a ttempts  to override  the  agreement be tween the  Company and S ta ff

7 rega rding inclus ion of We ll Number 4, which agreement grea tly bene fits  the  current cus tomers .

8 As  indica te d in the  Compa ny's  Comme nts  a nd Obje ctions , the  ALJ  S ce na rio # 4 is  a  cle ve r

9 mechanica l device  to make  the  Wate r Divis ion Ra te  of Re turn equa l to the  Wastewa te r Divis ion

10 Ra te  of Re turn a t 8.9%. This  sce na rio a lso looks  suspicious ly like  the  ma nipula tion of numbe rs

11 to  re a ch  a  p re conce ive d  re s u lt a s  d is cus s e d  a bove ,  a lbe it m ore  a rtfu lly done . The  s ce na rio

12 ce rta inly would sa ve  fa ce  for S ta ffs  unsupporta ble  a nd ille ga l pos ition, but tha t doe s  not jus tify

13 its  adoption. Scena rio # 4 free ly accepts  the  Wate r and Wastewa te r Divis ion pro forma  revenue

14 adjustrnents5, but re jects  the  inclusion of Well Number 4 as  Ra te  Base  by proposing it be  trea ted

15 as a Contribution in Aid of Cons truction. Mr. McCle ve  te s tifie d tha t the  wa te r compa ny's

16 inve s tors  a re  pa ying for We ll Numbe r 4 a nd its  ope ra ting cos ts  with the ir own funds . (TR 37).

17 The re  wa s  no te s timony or e xhibit re butting tha t fa ct. Tha t We ll Numbe r 4 wa s  funde d by

18 e quity, not a  contribution, is  furthe r e vide nce d by the  fa ct tha t the  Compa ny ha s  booke d

19 De pre cia tion Expe ns e  for We ll Numbe r 4 a s  s hown on Exhibit A-9. (TR 224) De pre cia tion

20 ca nnot be  cha rge d a ga ins t contribute d pla nt.

2 1 We ll Numbe r 4  wa s  no t funde d  by Con tribu tions . The  Na tiona l As s oc ia tion  o f

22 Regulatory Utility Commissioners, 1996 Uniform System ofAccountsfor Class C Water Utilities,

23

24
4 $267,225 (Schedule JMM-WI4) les s  $193,858 ( Schedule JMM-Wl) equa ls  $74,367
5 $54,353 for Was tewa ter and $83,560 for Water (Exhibit A-l, Sewer Divis ion, Schedule C-l, Line l & Schedule C-
2, Adjus tment 6) and ( Water Divis ion, Schedule C-1, Line l & Schedule C-2, Adjus tment 5)
36100.00000.205
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1 unde r which the  Compa ny is  ma nda te d to  ke e p its  a ccounting re cords  by De cis ion No. 67446,

2 s ta tes  a t Paragraph 6:

3 Utility P la nt-Contributions  in  Aid of Cons truc tion

4

5

6

A. Nonre funda ble  contributions  of ca s h or p la nt fa c ilitie s dona te d
to the  wa te r utility to a s s is t it in cons tructing, e xte nding or re loca ting its
wa te r fa c ilitie s  s ha ll be  cre dite d to a ccount 271-Contributions  in Aid of
Cons truc tion (S e e  a ccount 271 de s cription of ite ms  inc luda ble  in  th is
a ccount). (Empha s is  a dde d) (NARUC a t pa ge  10)

7 Account 271 s a ys  in pe rtine nt pa rt:

8 271. Contributions  in  Aid of Cons truc tion

9 This  a ccount s ha ll include :

10

11

12

13

1. Any a mount or ite m of mone y, s e rvice s  or prope rty re ce ive d by a
utility, from a ny pe rs on or gove rnme nta l a ge ncy, a ny portion of which is
provide d a t no cos t to the  utility, which re pre s e nts  in a ddition or tra ns fe r
to the  ca pita l of the  utility, a nd which is  utilize d to offs e t the  a cquis ition,
improve me nt or cons truction cos ts  of the  utility's  compa ny, fa c ilitie s , or
e q u ip m e n t u s e d  to  p ro v id e  u tility s e rv ic e  to  th e  p u b lic .  (E m p h a s is
added) (NAR UC a t P a ge  33)

14 C le a rly,  th e  c o n c e p ts  o f "d o n a te d " o r "n o  c o s t" a re  a n  in te g ra l p a rt  o f a

15 Contribution a nd the  unique  e le me nt dis tinguis hing a  Contribution from othe r pla nt. Ne ithe r of

16 thos e  e le me nts  e xis t re ga rding We ll Numbe r 4. S ome  ma y a rgue  tha t the  inve s tme nt wa s

17 re quire d in orde r to de ve lop Fla gs ta ff Me a dows  Unit 3. Tha t is  not only irre le va nt, it is  wrong.

18 Mr. McCle ve  te s tifie d tha t We ll Numbe r 4 will s e rve  the  e ntire  community a nd provide  the

19 e ntire  a re a  with a n a de qua te  wa te r s upply, gre a tly be ne fiting a ll home owne rs  be yond the ir a ctua l

20 wa te r supply (TR 33). Se condly, if "re quire d for de ve lopme nt" is  a  te s t for e xcluding pla nt from

21 Ra te  Ba s e ,  mos t p la n t wou ld  be  e xc lude d . Be twe e n  the  re qu ire me n ts  o f the  Commis s ion ,

22 Arizona  De pa rtme nt of Environme nta l Qua lity, Arizona  De pa rtme nt of Wa te r Re s ource s ,

23 Arizona  De pa rtme nt of Re a l Es ta te , a nd County gove rnme nts , virtua lly e ve ry ite m us e d to s e rve

24 cus tome rs  is  "re quire d". If We ll Numbe r 4  is  not include d in  the  Ra te  Ba s e , the  proforma

36100.00000.205
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1 re ve nue s  a s socia te d with the  cus tome rs  s e we d by tha t we ll mus t be  re move d. The  re que s te d

2 increase  then becomes the  300% tes tified to previously. The  Comments  and Objections  a ttached

3 here to further enumerate  the  deficiencies of Scenario # 4.

4 S UMMAR Y

5 In this  Applica tion, the  Company has  ba lanced its  inte res ts  in rece iving a  reasonable  Ra te

6 of Re turn on its  inve s tme nt, with the  inte re s ts  of its  cus tome rs  by propos ing the  inclus ion of a

7 pro Ronna  pla nt a nd cus tome r a djus tme nt, which a djus tme nts  re duce  the  othe rwise  le gitima te

8 increase  in ra tes  by approximate ly one  ha lf. In doing so, the  Company undertakes  enormous risk

9 tha t those  cus tomers  may not (and ce rta inly a lmost 100 of those  cus tomers  will not) ever rece ive

1 0 service  or provide  revenues . The  Company incurred a  $180,000 loss  during the  Test Year, and is

11 willing to sus ta in additiona l losses  in anticipa tion of tha t growth.

1 2 De s pite  this  ma gna nimous  ge s ture  on be ha lf of the  Compa ny, S ta ff is  re comme nding

13 subs tantia lly le ss  increases  based upon a  cos t of capita l ana lys is  tha t includes e quity elements

14 tha t a re  le ss  than base line  debt cost. The re  is  no pos s ible  wa y tha t a nyone  ca n cons ide r tha t

1 5 re a s ona ble  unde r a ny le ga l te s t or s ta nda rd. Furthe r, S ta ff concocte d its  own ra te -ma king

1 6 formula  for one  ha lf of this  Applica tion by us ing the  pe rcentage  revenue  increase  de te rmined for

17 the  othe r ha lf of the  Compa ny. This  cle a rly is  be yond a ny le ga l ba s is  of e s ta blishing ra te s . We

18 hope  tha t S ce na rio #4 is  not be ing give n s e rious  cons ide ra tion. It wa s  a  cre a tive  me thod of

19 e xploring a n a lte rna tive  to a  de s ire d re sult, but it is  cle a rly not cons is te nt with the  fa cts  in this

20 proceeding.

2 1 The  Company has  proposed a  rea sonable  ra te  of re turn on an adjus ted Tes t Yea r bas is

22 tha t provide s  jus t a nd re a sona ble  ra te s  both to it, a nd to its  cus tome rs . The  Compa ny ce rta inly

23 acknowledges tha t the  increases are  substantia l, but the  ra tes  themselves are  not la rge . The  large

24 pe rce nta ge  incre a s e  re s ults  from two things . The  unre a lis tica lly low s ta rting point from which

36100.00000.205
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1 the  increase  is  computed, and the  high cost of the  extraordinary plant required to provide  se rvice

2 to this  area

3 The Company requests  the  ALJ and Commission grant the  Company's  requested increase

4 and adopt the Company's proposed rate giesign

day of July 2007Respectfully submitted thy

S ALLQ U T,  DR UM OND & O'CONNOR. P .C
r

r
.

By \ /
Richa rd L. Sa llquis t
4500 S . Lakeshore  Drive . Suite  339
Te mpe , AZ 85282
Attorne ys  for Utility S ource , L.L.C

14

17

1 9

20

22

24
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1

2 Original angrier copies of the foregoing
filed this L day of July 2007,

3 with:

4

5

Docke t Control
Arizona  Corpora tion Commis s ion
1200 We s t Wa s hington
P hoe nix, Arizona  85007

6

7
A c o
this

/gr the foregoing filed
Elday of July, 2007, to:

8

9

He a ring Divis ion
Arizona  Corpora tion Commis s ion
1200 W. Wa s hington
P hoe nix, Arizona  85007

10

11

12

Utilitie s  Divis ion
Arizona  Corpora tion Commis s ion
1200 We s t Wa s hington
P hoe nix, Arizona  85007

13

14

Le ga l Divis ion
Arizona  Corpora tion Commis s ion
1200 We s t Wa s hington
P hoe nix, Arizona  85007

15

16
P onde ros a  Fire  Dis trict
c/0 S ta rr La mphe re , Boa rd Cha irma n
P .O. Box 16359
Be lle mont, Arizona  8601517

18

19

Da vid Hite s ma n
4661 N Be lle mont
Be lle mont, Arizona  86015

20

21

Dennis  J ones
11573 W Cove  Cre s t
Be lle mxnt, Arizona  86015

22

23

24

36100.00000.205
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1 RECEIVED
2

2181 JUN 29 p l=li
3

Richard L. Sallquist
SALLQUIST, DRUMMOND & O'CONNOR, P.C.
4500 S. Lakeshore Drive, Suite 339
Tempe, Arizona 85282
Telephone: (480) 839-5202
Attorneys for Utility Source, L.L.C M CGRP C0?"¥i§S338F=8

4 DOCKET CONTROL
BEFORE THE ARIZONA CORPORATION commission

5

6 WS-04235A-06-0303

7 COMMENTS ON, AND
OBJECTIONS TO, LATE FILED ALJ

SCENERIO #48

IN THE MATTER OF THE
APPLICATION OF UTILITY SOURCE,
L.L.C. FOR A DETERMInATION OF
THE CURRENT FAIR VALUE OF ITS
UTILITY PROPERTY AND FOR AN
INCREASE IN ITS WATER AND
WASTEWATER RATES AND
CHARGES FOR UTILITY SERVICES9

)
)
)
)
)
)
)
)
)

10

11
Utility Source, L.L.C. (the '.'Company") hereby files its comments and objections to

Scenario # 4 filed by Staff at Administrative Law Judges Teena Wolfe's request on June 22,
12

2007.
13

14

15

16

17

At the hearing in the subject docket on June 20, 2007 Administrative Law Judge Teena

Wolfe (the "ALJ") requested that the Staff file as a late filed exhibit (hereinafter referred to as

Scenario #4) an exhibit simile to Staffs Exhibit S-2, Schedule JMM-W-1, embodying what the

ALJ referred to as Scenario # 4. That Scenario was to utilize the assumptions contained in the

Staffs Scenario # 2 for the Company's Water Division as set forth in Staff Exhibit S-2, (Staiff's
18

Staff duly docketed

19
Surrebuttal filing), but incorporating the ALJ's requested revisions.

Scenario #4 on June 22, 2007.
20

21

22

23

A11 Parties were granted an opportunity to comment on Scenario # 4 by June 29, 2007,

and the Company hereby tiles its comments and objections to that scenario.

Staffs Scenarios # 1 and 2 included the Company's Well Number 4 in Rate Base and the

350 pro-formed customers and related revenues, which resolved that issue between the Staff and
24

36100.00000.200 EXHIBIT A



1 Compa ny (the  "Re s olution"), a lthough the  P a rtie s  s till ha d diffe ring opinions  a s  to  the

2 Depreciation Expense, Property Taxes and Rate of Return. Scenario # 4 includes the 350

3 customers. but considers Well Number 4 to be a Contribution in Aid of Construction and thereby

4 excluding the capital cost from Rate Base and excluding Depreciation Expense from the Income

5 Statement

6 The Company objects to the ALJ or the Commission considering Scenario # 4 for several

7 reasons

8 There is No Evidence Supporting Scenario # 4. The re  is no testimony nor

9 any exhibit in the  record of this  proceeding supporting the  proposition that

10 Well Number 4 was constructed with the  proceeds of an Advance In Aide

of Cons truction ("AIAC") or a  Contribution In  Aide  of Cons truction

1 2 ("CIAC") made  by the  Owners  of the  Company or by any Deve loper. To

the contrary, there was testimony that the Owners of the Company paid for

14 tha t we ll. The  350 cus tome rs  in the  Re solution a re  loca te d in Fla gs ta ff

Meadows Unit Three, a development owned by a third-party company

16 Empire  Builde rs , who a re  not the  owners  of the  Company. Payment for

17 die  improvements  by the  Owners  of the  utility company is  the  definition of

equity investment in Rate Base

19 Scenario # 4 Effective ly Confisca tes  Company Properly and the  Owners

20 Equity. This  scena rio in which We ll Number 4 is  cons ide red a s  CIAC

arbitrarily and in direct opposition to the evidence in this case, results in

22 an illegal confisca tion of the  Owners  investment in Well Number 4. There

is  no lega l basis , or even a  logica l basis , for disa llowing this  plant in Rate

24 Base or denying a Rate of Return thereon, except the ALJ's desire to reach

36100.00000.200



preconce ived decis ion to e s tablish and support the  othe rwise  improperly

computed Revenue Requirement proposed by Staff. That is blatantly

unconstitutional

Scenario # 4 Tota llv Disregards  the  Resolution be tween the  Company and

S ta ff. Although no formal agreement be tween the  S ta ff and Company was

docketed. the record is clear that the bargain was to leave the plant in Rate

Base  in exchange  for including 350 cus tomers  and the ir revenues . This  is

not a  sham resolution to permit only a  Ra te  Base  increase , but it genuine ly

benefited the present and future customers. Staffs Scenario # 3 was the

clean" or traditiona l Arizona  ra te -ma ldng procedure , We ll Number 4 was

not considered, nor were die 350 additional customers and Revenues

B081 Staff and Company testified that the rate increase in that scenario is

in the  300% ra nge . Tha t is  pre cis e ly why the  Compa ny offe re d, a nd do

S ta ff a cce pte d, the  compromis e  Re s olution. If W e ll Nu m b e r  4  is

disregarded, the customers must be disregarded, and the present and future

customers of the  Company will suffer the  consequences

Scenario # 4 Misses the Purpose of the Post Test-Year Adjustments. The

evidence is clear that the Company included the 350 customers in the

water and wastewater application analysis, and the substantial revenues

we re  a ls o include d in this  proce e ding sole lv in  re s pons e  to  the  S ta ffs

p ropos e d  d is a llowa nce  o f the  We ll Numbe r 4  ca p ita l cos t a nd  the

e xclus ion of the  ope ra ting cos ta l a s  "pos t Te s t-Ye a r" ma tte rs . The

Company was not, and is not, obligated to voluntarily include those

Note , no Pumping Power Costs or any Repair & Maintenance Costs were included, only Depreciation Expense
36100.00000.200



customers and revenues. It did so to "match" the post Test-Year plant

which  is  ne ce s s a ry fo r ob ta in ing  the  Arizona  De pa rtme nt o f Wa te r

Resources Adequate Water Supply Letter associated with customers to

be  se rved from Well Number 4. The  inclus ion of tha t we ll makes  clea r the

la rge r capacity of Well Number 4 will be  ma tched with a ll the  cus tomers  it

would serve not just Flagstaff Meadows Unit Three customers. If the 350

customers revenues ($83,560 used by both Staff and the Company) are to

be  include d in a ny a na lys is , the  we ll cos ts  (a gre e d by the  Compa ny a nd

Staff to be $736,583)must be included as Rate Base

S ce na rio  #  4 's  Adoption  Would  be  a  P e rma ne nt Irre ve rs ib le  Ruling

Addre s s ing a  Te mpora ry P roble m. Although  it ma y me e t the  ALJ 's

pe rce p tion  o f ra tiona l ra te -ma ldng , th is  e xtre me  a c tion  de n ie s  the

Compa ny's  a b ility to  ha m a  re a s ona ble  re turn  on  tha t p la nt forever

Disa llowing the  $736,583 booked during the  Tes t Yea r, with an additiona l

$300,000 or $400,000 subsequently booked to complete the well, denies

any return on or of  that owner invested capital in the Revenue

Re quire me nt in this  or a ny iitture  ra te  ca s e . Any a be rra tion in Ra te  of

Return or Operating Margin caused by the Resolution is a phenomenon

caused by the  timing of the  requllred plant additions . P roperly applied, the

Resolution circumvents the other untenable proposals under Staff Scenario

3 and ALJ Scenario # 4, while providing the Company with needed

revenues. When the Flagstaff Meadows Unit Three customers come on

line. the next rate case will be "normal" with no preformed revenues and

the plant serving those customers will properly be in the Rate Base

36100.00000.200
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1 6. The Company Cannot Be Forced to Accept Pro Fonda Revenues. With  a ll

2 due  re spect, ne ithe r the  ALJ  nor die  Commiss ion can force  the  Company

3 to include the 350 customers and the associated revenues in this

4 proceeding. The number of customers is not a "known and measurable"

5 post test-year adjustment. The evidence is clear that the additional

6 cus tome r le ve l is  more  proba bly ma ximize d a t 276 cus tome rs . The

7 re ve nue  le ve l for e a ch of those  cus tome rs  is  tota lly a s sume d. Like wise ,

8 the  Well Number 4 cos ts  a re  not known and measurable . The $736,583 is

9 ce rta inly known, but a s  the  te s timony indica te s  tha t is  not the tota l cos t of

1 0 tha t we ll, which will increase by $300,000 or $400,000. Without the

11 Company agree ing to the  revenue  leve l for these  non-exis tent cus tomers ,

1 2 and the  S ta ff agree ing to the  Ra te  Base  inclus ion, (both adopted sole ly for

1 3 die stated purpose of ameliorating the otherwise 300% required increase),

14 ne ithe r the  Ra te  Ba s e  nor the  proforma  re ve nue  ca n be  include d. The

1 5 Resolution is  in eve ryone 's  bes t inte res t, e specia lly the  present and future

1 6 customers of the Company.

17 Scenario # 4 Does  Not Remedv the  Flaws of the  S ta ff Pos ition. Although

1 8 Scena rio # 4 addresses  one  of the  flaws  in the  S ta ffs  pos ition, tha t is , the

19 unsupportable difference in the recommended Rates of Return between the

20 Wa te r Divis ion a nd the  Wa s te wa te r Divis ion, the  S ce na rio is  e qua lly

2 1 fla we d by a rbitra rily de cla ring the  $736,583 inve s tme nt by the  Compa ny

22 to  b e  C IAC . Although a  cos me tic corre ction of the  Ra te  of Re turn

23 discre pa ncy, it me re ly ra ise s  the  othe r fla ws  cite d a bove . It s till doe s  not

24

36100.00000.200
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address  the  underlying flaw in the  S ta ff position, tha t is , the  recommended

Revenue Requirement

Sce na rio # 4 P rovide s  Insufficie nt Ope ra ting Ma rgin. As  s ta te d, a lthough

the  trea tment of Well Number 4 a s  CIAC a rtificia lly reduces  Ra te  Base  so

tha t the  S ta ffs  imprope rly compute d  re comme nde d  Ra te  o f Re turn

coincidenta lly produces  the  approxima te  S ta ff Revenue  Requirement, the

re s ulta nt Ope ra ting Ma rgin a nd Ra te  of Re turn a re  tota lly ina de qua te

Atta che d a re  two she e ts  in the  forma t of Re joinde r Exhibit 1 to Compa ny

Exhibit A-5, the  Re joinde r Te s timony of Thoma s  Boura s sa , showing the

1 0 re s ulta nt re turns  from S ce na rio # 4. The  Ope ra ting Ma rgin, a s  with the

11 othe r S ta ff Re ve nue  Re comme nda tions , provide s  insufficie nt Ope ra ting

1 2 Ma rgins  a nd  Ra te  of Re turn  for the  Compa ny to  continue  provid ing

1 3 qua lity se rvice .

14 In summary, Scenario # 4 should not be  considered by the  ALJ due  to the  fact tha t

1 5 it would re s ult in imprope r, ille ga l a nd a rtificia lly force d computa tions  to me e t S ta ff's

Revenue Requirement, which are also unsupported. The Scenario cannot be adopted

without due Company's acceptance of the pro forma revenues, which the Company can

not a gre e  to a cce pt without the  inclus ion of We ll Numbe r 4 in Ra te  Ba s e . Furthe r

S ce na rio # 4 dis re ga rds  the  Re s olution be twe e n the  Compa ny a nd the  S ta ff which

provides a rationale procedure to set just and reasonable rates, and greatly benefits Dre

customers over the only other legal method of setting the Company's Revenue

Requirement as set forth in Staff Scenario # 3. Scenario # 4 should be rejected by the

ALJ

36100.00000.200



The Company vehemently objects to the consideration of Scenario # 4 for the

above stated reasons, and in the event any consideration of the matter continues, the

Company reserves the right to withdraw the 350 customers and the associated preformed

revenues firm consideration in this proceed ng

Respectfully submitted this 'a y of J une  2007

S ALLQUIS DRUMMOND & O'CONNOR. P .C

Ricliia ri L. S zillquis t
4500 S . Lakeshore  Drive . Suite  339
Te mpe , AZ 85282
Attorne ys  for Utility S ource , L.L.C

Original and ite iw copies of the foregoing
file d this day of June 2007

13

14

Docke t Control
Arizona  Corpora tion Commiss ion
1200 West Washington
Phoenix. Arizona  85007

15
A cop

1 of June. 2007.

e  fore going file d
to

17

18

He a ring Divis ion
Arizona  Corpora tion Commiss ion
1200 W. Washington
Phoenix. Arizona  85007

19

20
Utilities Division
Arizona Corporation Commission
1200 West Washington
Phoenix_ Arizona 850072 1

22

23

Le ga l Divis ion
Arizona  Corpora tion Commiss ion
1200 West Washington
Phoenix. Arizona  85007

24
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1

2

Ponderosa Fire District
c/0 Starr Lamphere, Board Chairman
P.O. Box 16359
Bellemont. Arizona 86015

4
Da vid Hite sma n
4661 N Be llemont
Be llemont. Arizona  86015

6
Dennis Jones
11573 W Cove Crest
BellelNént. Arizona 86015

1 0

14

1 6

1 7

1 9

22

24
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